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TURN OF THE SCREW 


CCORDING to an old and time-honored trading maxim, sweeping price 
A movements in any market, whether in stocks, commodities or fixed- 

income investments, tend to last longer and carry farther than is gener- 
ally expected. Mortgage lenders and others who are concerned with fluctuations 
in the money market might profitably recall this rule of thumb at the present 
time. For the uptrend in interest rates, which has been reaffirmed so striking- 
ly in recent weeks, may not yet have run its course. Unless today’s unprece- 
dented business prosperity suddenly should vanish, or the Federal monetary 
authorities decide to shift gears overnight - both possibilities seem unlikely - 
some observers feel that credit can grow still tighter in the months ahead. 


Signs of tighter credit have shown up everywhere lately. For example, dealers 
in such private instruments as bankers’ acceptances and commercial paper last 
month raised interest rates for the fifth and eighth times, respectively, since 
the turn of the year. The rate charged commercial bank borrowers of the high- 
est caliber was upped not long ago from 3% to 3-1/4%, the first such move in over 
a year. In the realm of Government borrowing, a similar tendency has been ap- 
parent. At the start of September, the rate on 91-day Treasury bills rose to 
more than 2. 10% compared to around 1% on January 1, 1955, the highest figure 
in 2 years. The rediscount rate of the Federal Reserve has advanced from 
1-3/4% to 2%, anda number of district FR Banks have even gone to 2-1/4%. 


These trends have had their inevitable impact on housing and home finance. 
For one thing, the Federal Housing Administration, effective July 1, increased 
the interest rate payable on its debentures from 2-5/8% to 2-7/8%. Some weeks 
later, FHA, in a step followed by the Veterans Administration, moved to tighten 
the terms on its insured mortgages. The agency increased minimum downpay- 
ments by 2% and reduced the maximum maturity of FHA-insured home liens from 
30 years to 25. The new Federal mortgage curbs, lenders feel, will boost the 
income requirements of prospective home owners by approximately $30 a month. 
When they become fully effective (after the heavy backlogs of FHA and VA appli- 
cations filed before the housing agencies took action have been exhausted), they 
are likely to eliminate a number of marginal borrowers. 


Meanwhile, in less dramatic but more convincing fashion, the mortgage mar- 
ket itself has begun to exert a restraining influence on the exuberant housing 
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boom. Discounts on both FHA and VA home loans, which first appeared earlier 
in the year, have grown progressively steeper. Some recent offerings of FHA-VA 
paper made by a well-known New York City mortgage broker, with branch offices 
located in the South, Southwest and on the Pacific Coast, illustrate the point. This 
firm late in August was offering $1.8 million of 30-year VA 501 44s, secured by 
property in Los Angeles, California, at 96, to yield 4. 48% (based on average pre- 
payment in 12 years). The same firm offered $500, 000 of VA 501 25-year 44s, 
located in Las Vegas, Nevada, at 944 to yield 4.70%. Again, some $230, 000 of 
FHA 203 25- and 30-year 44s, secured by relatively new homes in which equities 
averaged 15%, were offered at 974 to yield 4.31%. Net yields are minus one-half 
of 1 percent service fee to originator of loans as is customary. Other brokers 
in the East confirm the trend. 


So much for the past. As to the future of the money market, opinions natur- 
ally differ. Some believe that the slide by now has gone far enough and expect 
an imminent turn in the prices of fixed-income securities. Others, suchas 
Aubrey G. Lanston and Co., Inc., specialists in U. S. Government and municipal 
securities, are less sanguine. In their opinion, the full effect of the many recent 
steps to tighten credit will not be felt for perhaps another 60 to 90 days, and 
they look for a further markdown in quotations for bonds and mortgages. 


While nothing, of course, is certain in the money market, or any other, the 
weight of the evidence tends to support the second view. In this connection it’s 
worth noting that as of early September, fewer than half of the twelve Federal 
Reserve Banks had raised their discount rates to 2-1/4%; this step, with a con- 
sequent further firming of rates in various parts of the country, is apt to occur 
soon. 


More significant for mortgage lenders are the similar moves in progress 
among the eleven Federal Home Loan Banks. As of September 5, four of these 
institutions - in Boston, Chicago, Pittsburgh and San Francisco - had boosted 
the cost of advances to their members, the Federal savings and loan associa- 
tions, by one-quarter to one-half of 1 percent. At Chicago, for example, the 
cost of 12-month advances is now 3% and the cost of 10-year credit is 33%. Sooner 
or later, the other Home Loan Banks are likely to follow suit. According to 
M. K. M. Murphy, former savings and loan official and now president of the 
Federal Home Loan Bank of New York, his directors will consider raising interest 
rates on advances to members “some time this month.” 


These moves by the Home Loan Banks are particularly noteworthy, for they 
draw attention to the fact that the resources of the entire savings and loan industry, 
far and away the biggest supplier of mortgage money in the country, are becoming 
increasingly stretched, not to say strained. Other data from the HLBB tend to 
reinforce this conclusion. Since February, savings and loan associations have 
stepped up their borrowings from the Home Loan Banks very sharply. In that 
month they borrowed just $34 million and repaid $62 million. By May, borrow- 
ings had risen to $104 million, while repayments had slipped to $37 million. In 
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June (latest date for which figures are available) member borrowings spurted 
to $237 million, more than 120% ahead of the corresponding 1954 month and an 
alltime high. Repayments, meanwhile, have remained at approximately the 
same low level. 


By the same token, as of June 30 nearly 2,000 of the 4,272 members of the 
Home Loan Bank System were in hock to their Fed., or nearly 15% more than a 
year ago. Finally, the total of outstanding Home Loan Bank advances as of June 
30 amounted to $1,017 million. This figure, which was some 50% higher than ad- 
vances outstanding in June 1954, also marked the first time in history that the 
System ’s loans have topped $1 billion. 


As a consequence, some savings and loan officials appear to have become con- 
cerned over the liquidity of their industry. For example, the Midyear Report of 
the 1955 Trends and Economic Policies Committee of the U. S. Savings and Loan 
League warns: “While there seems to be no indication of any serious decline in 
business activity or the rate of saving, or of any sharp increase in the number of 
foreclosures, neither is there any assurance that such periods are entirely a 
thing of the past. If such troubled times lie somewhere ahead, it should be per- 
fectly obvious that we are closer to them now than we were in 1950 or in 1954... 
No one can predict exactly how long the boom will last or how far down the next 
recession will carry us.” 


Hence the Committee urged the League’s members, particularly in view of 
the recent high rate of withdrawals, to pay special attention to their liquidity. It 
also pointed out: “The desire for rapid growth on the part of some savings as- 
sociation managers should not be allowed to interfere with the pursuit of adequate 
earnings and the building of reserve strength. ” 


In short, storm warnings may be flying for a vital part of the home finance 
industry. Savings and loan associations, after all, last year extended $8. 3 billion 
in mortgage credit covering nonfarm homes of $20,000 or less, or more than 36% 
of the total. Furthermore, their appetite for mortgages in recent months, unlike 
that of some other lenders, has remained as avid as ever. In the month of June, 
savings and loan association recordings amounted to $1,025 million, exceeding the 
like period of 1954 by 38%, compared with a rise of 32% for mortgage recordings 
as a whole. 


In contrast, insurance companies, which earlier this year were bettering 
last year’s marks by more than 40%, now have slowed their mortgage buying 
perceptibly. The same is true of savings banks. Over the long pull, of course, 
savings banks in particular appear to offer an expanding market for home loans. 
At a recent Mortgage Conference in Birmingham, Alabama, one leading execu- 
tive predicted that savings banks, which now have some 51% of their assets in- 
vested in mortgages (up from less than 40% right after World War II), ultimately 
will have from 60% to 65% so invested; that would mean an additional investment 
of from $3.5 to $5 billion. But the important thing to note is that a growing number 














385 





Teenie aa wir cane wae ee! 


of lenders, apparently attracted by the rising yields on other quality invest- 
ments, are losing some of their enthusiasm for making mortgage commitments at 
the present time. 


Whatever their other effects, current trends in the money market have been a 
boon to the reorganized Federal National Mortgage Association, which soon will be 
rounding out its first year of existence. FNMA’s secondary market operation, 
which many in the trade were discounting just a few months ago, suddenly is doing 
an increasingly brisk business. In its first month (November 1954), Fannie Mae’s 
secondary market bought exactly one mortgage, in the amount of $13,000. By 
April 1955, activity had picked up to the point where the agency had acquired 180 
home loans with an unpaid balance of $1.2 million, and, on June 30, according to 
its semiannual report, it had bought $9.5 million worth of liens. 


Since then business has picked up sharply. In the following 7 weeks, volume 
more than doubled, to $21 million worth of mortgages as of August 26. Since 
November 1, 1954, nearly 600 banks, mortgage companies and other lenders have 
indicated their intention to use FNMA’s secondary market facilities. 


As a result, the amount of FNMA common stock outstanding is growing rapidly, 
too. On June 30 it had issued some $143,000 of equities, and it had another 
$140, 000 of stock subscriptions on hand. Since mortgage sellers using FNMA’s 
secondary market facilities must subscribe to its stock in the amount of 3% of the 
unpaid balance (the attempt to whittle this to 2% in the housing legislation recently 
passed was defeated), more than $600,000 worth of securities soon will be out- 
standing, and the amount is climbing every day. In fact, it’s understood thata 
formal market in FNMA common stock, which up until now has been changing hands 
only at a heavy discount, will be set up in New York City in the near future. 


All the foregoing, then, clearly points to continued stringency in the money 
market. This does not mean, however, that a high level of home building and 
buying will not be maintained throughout the rest of this year and into the next. 
J. Howard Edgerton, president of the U. S. Savings and Loan League, aptly 
summed up matters in a statement issued in connection with the start of National 
Home Week. Prospective home buyers who can raise moderate downpayments, 
and have the ability to pay off their obligations in a reasonable number of years, 
said Mr. Edgerton, “will experience little difficulty in financing a home.” 

















